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ID" POLICY OPTIONS 

In considering its long-run raqes, the issues facing the Ccmnittee 

regarding the broader aggregates d i f f e r  from those associated with M l ,  and so 

my discussion, l i k e  the bluebook, w i l l  be divided along those lines.  Ihe 

Carmitteels discussion at the last  meeting suggested that the t r ea tmnt  of 

the brcad aggregates ard their weight in  policy implementation would remain 

the same as in  1986-that is, target ranges for  the broad m e y  aggregates 

would b established, with the understarding that their behavior would con­

t inue to be interpreted in  l igh t  of &her information about the wonmy and 

financial  mrkets bearing on the direction of policy. Ihe question on the 

broad qgregatffi is whether to adopt the tentative targets  for 1987 set for th  

last July, given as loq-run alternative I1 i n  the bluebook, or to raise or 

lower them--alternatives I and 111 respectively. 

Staff  projections suggest that growth a r a n d  the  middle of the 

tentat ive 1987 ranges for M2, M3, and debt would te consistent with an outcane 

for the econany l i k e  that outlined i n  the greenbook. As nated by Mr. Kichline, 

this forecast is thought to involve interest  rates close to current levels 

over 1987. Under such conditions, the veloci t ies  of M2 and M3 would be 

expected to return W a r d  t h e i r  tred growth rates. In the case of M3, a 

trerd velocity decrease of a r d  1percent seens reasonable for 1987; for 

M2, whose velocity has  k e n  essentially trendless over long periods, same 

fur ther  decline might be i n  store, awing primarily to the lingering effects 

of t he  large dawnwad movements i n  short-term rates of last year. bcever, 

any such decline should be mu& snaller than i n  the last few years--pe&aps 

also on the order of 1percent. Tl-~us, under these conditions, growth of 

around 7 percznt would be expected for both M2 and M3. "he velocity of debt 
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seems l i ke ly  to continue to drop-though less rapidly than last year--given 

the apparent willingness of borrowers to build up debt obligations over 

recent  years and of lenders and savers to accumulate t h e m .  Debt grprowth is 

expected to slow to a l i t t l e  b l o w  10 percent, well within the tentat ive 8 

to 11percent range. 

'Ihe higher growth rates of al ternat ive I would allow somewhat fas te r  

income growth i f  ve loc i ty  behaves a s  expected, or would g ive  greater scope 

for maintaining sat isfactory econanic growth against the contingency of an-

other sizable decline i n  velocity. Such a decline might k induced by f u r t k r  

subs tan t ia l  cbwnward mvements of nminal i n t e re s t  ra tes  i n  association with 

much weaker than projected p r f o m n c e  of tk real economy or prices,  or by 

stronger than anticipated demands for l iquidity.  mile al ternat ives  11 and 

I11 allow for sune velocity declines, a l ternat ive I gives the  m o s t  scope f o r  

continued rapid mney growth s h u l d  t h a t  be needed to  sus ta in  expansion under 

these conditions. Alternative I also bows i n  sane sen= in  t h e  direction of 

h i s t o r i c a l  experience, given the tedency  of M2 and M3 to grow a t  rates above 

the 8-1/2 percent upper l i m i t  of the tentat ive range thrcugh the 1970s am3 

1980s, though there are reasors to think that the factors  respnsible f o r  

t h i s  sort of growth w i l l  b present i n  1987. Raising the rarge f ran  the ten­

t a t i v e  specif icat ions would not be unprecedented, ard might ke explained by 

reference to the cutcane f o r  198G-both in  terms of velocity declines a d  of 

actual M2 and M3 growth, which w a s  above t h e  upper ends of tk tentat ive 1987 

rarqes . 
'Ihe lower grcwth specif icat iors  of al ternat ive I11 might be viewed 

as appropriate should the C d t t e e  put mre weight on the r i s k s  or casts of 

a s igni f icant  strengthening of inflation, especially i n  the context of a need 
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to r e s t r a i n  domestic demand to  fcs te r  needed external adjustments given 

limited prcgress on the f i s ca l  side. A reduction in  the ranges fran 1986 to 

1987--un&r al ternat ive I1 a s  w e l l  as al ternat ive 111--would mre c lear ly  

signal the Federal Reserve's intention not to allow the grea te r  pr ice  pres­

sures of 1987 associated with energy a d  dol lar  develcpmnts to becans the 

precursor of a more generalized resurgence of inflation. If prices do pick 

up substantially,  rapid expansion of mney re la t ive  to ta rge ts ,  should inter­

est rates lag the strengthening of inflation, would mre quickly signal the 

need to  firm policy under a l ternat ive 111, and o n e  rates begin to  move 

higher, velocity could rise appreciably, perhaps necessitating growth a t  even 

the lower end of t h i s  alternative.  This al ternat ive als> could be seen as 

mre appropriate if demards fo r  l iquidity were mewha t  weaker than the s t a f f  

foresees, as is suggested by mny of the M2 model forecasts, which  s h o w  t h i s  

aggregate running blow the 7 percent midpoint of the tentat ive range. Mz 

velocity already is below its his tor ic  range, perhaps suggesting the scope 

f o r  a considerable rebound a t  some point--a rebound t h a t  would te less readily 

accamnodated i n  alternative 11, with its 5-1/2 percent lower e d .  

Turning to M1, the s t a f f  expects growth in tl-e neighborhod of 10 

percznt, consistent w i t h  the incane a d  in t e re s t  ra tes  i n  the greenbook 

forecast. a confi&ncz in  t h i s  as a point estimate is, understandably, not 

very high, given recent experiene a d  uncertainties about the respnse of 

depository inst i tut ions a d  depositors to h is tor ica l ly  low opportunity costs 

on NCW accounts. The basic point is that M l  growth is l ike ly  to remain w e l l  

in excess of GNP next year, largely ref lect ing continued flows into KB, but 

i n  the as- absense of fur ther  major in te res t  rate movements, the rate of 

velocity decline and pacz of Ml grrowth should &rate fran 1986. However, 

the dds would not =an to favor its slowing in to  the tentative 3 to 8 per-

cent range set last July. Models of Ml demd generally suggest t h a t  growth 
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m l d  f a l l  within the tentatiE range, but their  r e l i a b i l i t y  is apen to ques­

t i o n  i n  the context of what is fundamentally an unprecedented s i tua t ion  involv­

ing narrcw q p r t u n i t y  costs and deregulated deposits. Even the higher staff 

expectation requires a marked deceleration of both demand deposits ard OCn; 

in 1987. 

In addition to uncertainties about offering rates ad depositor 

behavior, any M 1  forecast is particularly vulnerable to unanticipated me­

ments in  market in te res t  rates. meSe would be expect& to have a very marked 

ef fec t  on M l  given the high in te res t  e l a s t i c i ty  of the narrow aggregate a t  

the axrent configuration of market ard deposit interest rates. mese con­

siderations, along with the expectations of rapid grcmth, raise questions 

about the 3 to 8 percent tentative range specifications ad mre generally 

about how to treat M 1  in  tk implementaticn of policy i n  the cammicat ion 

of the Cornnittee's intentions to the public. In  July, the Cornnit& i d i c a t e d  

that tk tentat ive M l  range would be subject to especially close scrutiny, 

rest* as it did on an assumption of mre normal velocity ptterrs. A t  the 

last  meeting there s=eined to be a consenssus that in  the current circlnrstances 

M l  s b u l d  not be afforded the same treatment as M2 and M3 i n  terms of set t ing 

and adhering to target ranges. That still leaves open a number of psibi­

lities. 

One wculd be sinply to forego any numerical specification for Ml or 

even a sew of where it might be headed this year. lhis approach could be 

inplemented by sanethhq l i k e  the variant I directive language, Withwt the 

material in the f i r s t  set of brackets. Under this appmach, the Carmittee 

wculd be saying i n  effect that uncertainty abcut M l  behavior is so great that 

a t  this point nothing wry useful can be said about how it m i g h t  grow consis­

tent with satisfactory econanic performance. lhe  Cornnittee m l d  continue to 
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follow th i s  aggregate and evaluate its velocity mowmnts, but restorat ion 

of M l  as  a target or even monitoring variable would have to await signs of a 

mre normal ard predictable relatiorship of mney to i-. 

If the Carmittee believed that Ml had mre value as a guide to 

policy than is implied by this approach, o r  was concerned that it might be 

diff icul t  to k i n g  M l  tack a t  a la ter  t ime ,  it cculd set a rarqe for  M l ,  indi­

cating that because of unoertaintis smoundirg velocity behavior, growth 

outside the ralge might very well be aceptable i n  a variety of circumstances. 

Under t h i s  approach, which could be implanented by language such as that 

given in variant 11, Ml would have mre visibil i ty,  but the public would be 

on n o t i e  that the Ccmnittee did not consider th range to have the sane 

status  as rarqes for the brad  aggregates. Such a rarge would convey t o  the 

public a sense of what the Ccndttee expected over the caning year, and if it 

w e r e  below last year's results, it would also indicate that continued Ml 

grawth a t  rates l ike those of the past two years d d not s e e m  to be canpat­

ible with attainirg and sustaining price stability over the longer nm. 

Having a range might suggest that there are circumstances when growth outside 

the ram cculd have mue weight in the inplementation of policy. There is 

sare risk that no matter hcrw carefully the words were chossn, the act of 

puttirg forth a rarqe might be taken as connotatin3 the placement of mre 

weight cn *is aggregate an3 mre hprtanoe to the upper an3 lcuer ends of 

the razqes than might be warranced, although experienoe with the debt aggre­

gate indicates that t h i s  need not he th case. Given the unoertainties, a 

rarge that realist ically was expected to encanpass a high prroportion of 

=-able outMmes would be very wi+poMly even w i d e r  than th current 

5 perentap point rarqe-an3 very high by historic s w a r d s .  
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An intermediate approach between these might be to forego a raqe, 

but to indicate i n  some qual i ta t ive form the Camnittee's expectations for  Ml 

growth next  year. The more precise these expcta t ions  were s ta ted,  of course, 

t h e  greater  t h e  danger that they would not te acfiieved or t h a t  the FOMC would 

be expected t o  react  to ckviatiors when it would not want to ck~so. The 

language in brackets i n  variant I would indicate only that some slowing was 

expected. It also suggests why the lack of a slowing might be a cause fo r  

concern, or why a very marked slowiq might te acceptable. These latter 

statements are an attempt tD define some role f o r  M 1  a t  least as a backup 

indicator to other, information indicating the course of the economy and the  

thrust of p l i c y .  
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SHm-m POLICY OPTIONS 

As backgrmnd f o r  Camnittee discussion of the sbrt-run policy 

alternatives, I thought it might be useful to expand a b i t  on xne of t he  

consideratiors behind the staff projectiors of in t e re s t  rates ard mney 

gowth. 

with respect to the interest rate outlook, as mentioned yesterday, we 

expect some factors pra3ucing unanticipated t ightness in the funds market to be 

a t  least partly reversed over the intermeeting period. For alternative B t h i s  

would mean funds trading centered around 6 p r c e n t .  


of t k  Treasury balance, required resemes a d  f loat ,  banks may be less inclined 


With mre normal behavior 

t o  manage reserve pos i t ions  unusually conservatively.  And continued publi­

cat ion of borrauing levels  around $300 mill ion should calm any market concern 

that the Fe&ral Reserve had in any fundamntal way tightened up  cn reserve 

avai labi l i ty .  Under these corditiors other  short-term rates also would be 

Wewr, the re la t iorsh ipexpected to retrace some of their  recent increases. 

between borrwing levels  an3 t h e  federal funds rate is f a i r l y  loose, even 

abstracting from some of the short-run factors  just cited. The greater r i sk  

to this projection may be tha t  in  the face of cautious reserve management a t  

large banks and a lack of l iquidi ty  pressures a t  smaller irstitutiors furds 

cculd t rade  mre often above than below 6 perent, leaving less scqe f o r  

declines in other rates. 

w i t h  regard to  the outlook f o r  the aggrqa tes ,  we expect a cow 

siderable slowing i n  gowth of al l  the  Ms over February and March re la t ive  

to the December-Jamary average. The pattern of gravth over the four m n t h s  

is great ly  affected by the d i s to r t io r s  around year-end and much of the  s lar ing 
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i n  February-March represznts the subsequent dissipaticn d these effects. 

By l a te  Jamary, &?mad &posits had returned t o  their leyel of Nwember, 

suggesting little net effect frcan this  source on the February level. 

Overall, these variations are a r d  what we believe to be a moderating 

trend i n  metary expamion, as tb impact of earlier interest rate declines 

abates. This i s  suggested by projections of 7 percent growth for M2 i n  

Mar& a d  11-1/2 percent for M l  -- both considerably belcw the pace of l a s t  

year. M3 growth also is projected to slow over the two mnths. Fbr th i s  

aggregate the year-erd effects have not entirely been reversed, as many of 

the year-erd loans remain on bank books, along w i t h  the C B  issued to fun3 

them. 

Partly a s  a result, M3 grwth over November to March is ncw 

expected a t  7-v2 percent, slightly to the high side of the Camittee's 

current 7 percent path. Ewn with the marked slowing i n  February-March, 

ard the washing at of year-erd effects, M2 growth is projected a t  aran3 

8 percent over the four-mnth period. In t h i s  regard it may be worth 

noting tha t  the seasonal revisions tkmselves have raised Mz growth rates 

for a given NSA p t h  over 1percentage point over the four-nonth period. 

M1 is projected to grcw a t  a 15-1/2 percent rate mer the four months, ard 

with the deraard aeposit b u l p  having washed out, OcXs again are expected to 

acccunt for the rapid grmth. The bluebook retained the Noverber tase for  

the shorpnm targets in order to minimize  the impact on mney grcmth paths 

of the year-erd distprtioffi. If  the Wttee did s h i f t  to the higher 

December base, htmever, the staff ~ j e c t i o mq g e s t  that it d d mre 

confidently retain the existing 7 peraent &rt-run specifications for the 

braad aggregates. 
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The d i f f e r e m  mprq the three alternatives i n  tenns of mney 

grmth outxxaws thrw the f i r s t  quarter are fairly small, given that we 

are  already halfway thrcugh the quarter. The impact of any near-term charqe 

in mey market conditions would likely be f e l t  mre in  the second quarter, 

when the easier corditions of alternative A might give rise to continued M2 

grmth along the upper erd of its range, while alternative C would increase 

the dds on M2 grmth close to the midpoint of its rarge. The *ice of 

alternatives, or perhws of any tilt to the directive language dealing with 

intenneeting adjusmnts ,  would seen to rest on much the same kind of con­

siderations discussed with respea to the lowterm alternatives. Tb easier 

conditiom of A or assymetrical larquage such as no# ex i s t s  i n  t h  directive 

wcxlld sean nest appropriate if tk risks were seen weighted W a r d  a sbrt­

f a l l  i n  activity with little resurgence in price pressures--p&aps outweigh­

ing c o n e r m  about the potential for intensified dollar weakness. Tb tighter 

corditions of c, or a greater readiness to tighten than bJ ease wer the 

interraeeting period, might be aswciated with conern about inflation and the 

dollar, particularly i n  the context of stroqer econaaic data of late. 



Variant I for M1 


With respect to M1,the Committee recognized that, 


based on experience, the behavior of that aggregate and its 


appropriate growth must be judged in the light of other 


evidence with respect to economic activity and prices; 


fluctuations in M1,among other factors, have become much 


more sensitive in recent years to changes in interest rates. 


The Committee anticipates that growth in MI should slow over 


1987 as a whole. However, in the light of its sensitivity 


to a variety of influences, the Committee decided not to 


establish a precise target for its growth over the year as 


a whole at this time. Instead, appropriate changes in M1 


during the course of the year will be evaluated in light of 


the behavior of its velocity, developments in the economy 


and financial markets, and the nature of emerging price 


pressures. 


In that connection, the Committee believes, 


particularly in the light of the extraordinary expansion 
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of this aggregate in recent years, much slower monetary growth 

would be appropriate in the context of signs of intensifying 

price pressures, relatively strong growth in the broad 

monetary aggregates, excessive weakness of the dollar in 

exchange markets, and continuing economic expansion. 

Conversely, continuing sizable increases in M1 could be 

accommodated in circumstances characterized by sluggish 

business activity and maintenance of progress toward under-

lying price stability. As this implies, the Committee in 

reaching operational decisions during the year, will evaluate 

appropriate growth in M1 from time to time in the light of 

circumstances then prevailing, including the rate of growth 

of the broader aggregates. 




